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prior sharing and lower formula adjustments in reporting

those carriers' current year earnings.

The HERM (1 1) points out that the Commission's

price cap plan includes a "backstop" mechanism to adjust

a LEC's price cap indices ("PCls") to account for

unanticipated deviations in that carrier's earnings from

the industry average embodied in the price cap formula.

Under this mechanism, a LEC that achieves earnings in

excess of the prescribed rate of return in the base

period may be required to share those excess earnings

with ratepayers in the succeeding year, in the form of an

exogenous adjustment to the LEC's price cap.2

Additionally, to assure that price cap regulation does

not subject any LEC to unduly low earnings over a

prolonged period (thereby impairing service), the price

cap plan permits a LEC that achieves base period earnings

1 percentage point below the prescribed rate of return to

implement a temporary exogenous adjustment to its price

caps to allow improvement in its earnings performance.

2 ~ 47 C.F.R. § 61.45(d) (2). The sharing obligation
begins at 1 or 2 percentage points above the authorized
return (~, 11.25 percent), depending on the
productivity offset selected by the LEC. Above this
point, the LEC shares half of its earnings with access
customers. At either 5 or 6 percentage points above the
authorized earnings level (again, depending on the
carrier's chosen productivity offset), all excess
earnings are returned to ratepayers. ~ Policies and
Rules concerning Rates for Dominant Carriers, CC Docket
No. 87-313, Second Report and Order, 5 FCC Rcd. 6786,
6801-02 (1990) ("LEC Price Cap Order") (11 126-127).
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Pursuant to these backstop procedures, several

LECs implemented sharing or lower formula adjustments in

their annual 1992 access tariffs, based on those carriers

earning levels for calendar year 1991. NPRM,' 2. The

filing of the LECs' annual 1993 access tariffs has raised

the issue of the proper procedure for reflecting the

prior year's adjustments in these carriers' base period

earnings to determine their present sharing and lower

formula adjustment obligations.

This question arose because the LECs' tariff

filings treated these prior year's adjustments

inconsistently. Several LECs reduced their current

year's potential sharing obligation by eliminating from

their revenues the prior year's low end adjustment.

Conversely, no LEC that had implemented a sharing

obligation in the previous tariff year made any

adjustment in the current year to account for that

amount, thereby reducing those carriers' potential

current sharing obligations. 3 AT&T has estimated that

the effect of the LECs' inconsistent treatment of the

prior backstop amounts in their latest annual filing was

3 ~,' 3. In view of the LECs' disparate
treatments of these amounts, the Commission has initiated
an investigation into the 1993 rates of all LECs that
implemented sharing or lower formula adjustments in 1992.
~ 1993 Annual Access Tariff Filings, CC Docket No. 93­
193, Memorandum Opinion and Order Suspending Rates and
Designating Issues for Investigation, DA 93-762, released
June 23, 1993 (IIDesignation Order") .
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to understate the carriers' current sharing obligations

by almost $22 million. 4

To resolve this issue, which was not addressed

specifically in the LEC price cap plan, the Commission

proposes to require all price cap LECs to adopt the "add

back II procedure with respect to prior year backstop

amounts. NPRM,' 4. The Commission tentatively

concludes (~) that this treatment of prior year

adjustments is most consistent with the objectives of the

LEC price cap plan, and will produce greater consistency

in the year to year earnings reported by the LECs.5

AT&T supports the Commission's proposal to

prescribe "add back" treatment of the LECs' past backstop

amounts. 6 First, as the NPRM (" 5-6) points out, under

rate of return regulation, a refund of a carrier's

4 ~ AT&T Petition in 1993 Annual Access Tariff
Filings, filed April 27, 1993 ("AT&T Petition"), p. 21.

5 NPRM,' 12. Appendix A to the NPRM provides
examples illustrating how the add back procedure reduces
the "see saw" impact of backstop adjustments on the LECs'
year to year earnings.

6 There is no justification, however, for the NPRM's
additional proposal (, 16) to allow LECs a "credit"
against the add back where those carriers' rates were
below their price caps in the base year. The LEC Price
Cap Order rejected a substantially similar proposal to
adjust the LECs' no sharing zones and percent sharing
obligations annually to reflect below-cap pricing by
those carriers in the preceding year. The Commission
concluded that this procedure would be "administratively
burdensome" and that its current backstop mechanism
(under which LECs receive no credit for past below cap
rates) already "provides sUfficient flexibility to the
LECs." 5 FCC Rcd. at 6803 (, 138). These conclusions
apply with equal force to the NPRM's "credit" proposal.
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overearnings (the counterpart of sharing under price cap

regulation) is treated as an adjustment to the period in

which those earnings were achieved, rather than to the

year in which the refund is paid. This computation is

implemented under rate of return by "adding back" the

refund amount to the total return for the current period.

Nothing in the LEC Price Cap Order indicates that the

Commission intended to adopt sub silentio a different

method for computing price cap LECs' annual earnings.

Indeed, as the NERM (, 13) notes, the operation of the

backstop mechanism would be seriously undermined unless

the LECs' earnings are computed in the same manner as

under rate of return, because it would effectively alter

the earnings ranges prescribed in the LEC price cap plan

for implementing sharing and lower formula adjustments .

Second, the Commission's proposal will produce

crucially important uniformity in the manner in which the

LECs' current earnings are computed for purposes of

enforcing their sharing and low end adjustment

obligations. As noted above, in the annual 1993 access

tariff filings, many LECs failed to reflect their prior

year's sharing amounts when calculating their earnings,

while other LECs instead added back their past year's

adjustments. AT&T has challenged the earnings

computations of a number of these carriers, and the

Commission is currently investigating the LECs' tariffs
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predicated on those calculations. 7 While the instant

rulemaking is solely prospective, and thus would not

apply to the access rates currently under investigation

by the Commission, the markedly disparate treatment of

past backstop amounts by the LECs in those tariff filings

illustrates the need for consistency in computing the

LECs' current sharing and low end adjustment obligations.

Otherwise, the Commission can expect to be confronted

annually with varying methodologies, each favoring the

specific earnings objective of a particular carrier, and

the Commission will need to resolve those discrepancies

through case-by-case adjudications in the context of the

tariff review process. The NPRM's proposal will obviate

the need for such discrete review, and establish a

procedure that serves the underlying objectives of the

LEC price cap plan.

~ AT&T Petition, pp. 21-24; Designation Order,
supra.
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1tHBUFOU, for the 'rea.one stated a1)ove, the

00mmi8sion ahould adopt the H2II'. proposed ·a~d back"

procedure for computing base period earning. of price cap

LBCs.
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